Recently, a growing literature has dealt with forecasting using large factor models. Typically, the modern factor models extract only a few components (called common factors) representing the overall economic activities of a large dataset. These factors can then be used to forecast some key economic variables. Various applications of such models in forecasting macroeconomic and financial variables claim that forecasts generated from factor models are superior to simple time series benchmark models. A totally different approach to forecast economic variables is to specify and estimate a dynamic stochastic general equilibrium (DSGE) model. DSGE models have recently become popular in terms of policy analysis because they are very useful storytelling devices due to their rigorous microeconomic foundations. In this paper, we put DSGE forecasts in competition with factor forecasts. We focus on these two models since they represent nicely the two opposing forecasting philosophies. The DSGE model, on the one hand, has a strong theoretical economic background. The factor model, on the other hand, is mainly data-driven. In addition, unrestricted
Non-technical summary
Recently, a growing literature has dealt with forecasting using large factor models. Typically, the modern factor models extract only a few components (called common factors) representing the overall economic activities of a large dataset. These factors can then be used to forecast some key economic variables. Various applications of such models in forecasting macroeconomic and financial variables claim that forecasts generated from factor models are superior to simple time series benchmark models. A totally different approach to forecast economic variables is to specify and estimate a dynamic stochastic general equilibrium (DSGE) model. DSGE models have recently become popular in terms of policy analysis because they are very useful storytelling devices due to their rigorous microeconomic foundations. In this paper, we put DSGE forecasts in competition with factor forecasts. We focus on these two models since they represent nicely the two opposing forecasting philosophies. The DSGE model, on the one hand, has a strong theoretical economic background. The factor model, on the other hand, is mainly data-driven. In addition, unrestricted vector autoregressive (VAR) and simple univariate autoregressive (AR) models are considered as benchmark models. We implement out-of-sample forecasting experiments, using the aforementioned models, on output growth and inflation in the US economy on a quarterly basis.
The underlying factor forecasting model is the diffusion indexes model (DI) proposed by Stock and Watson (2002b) . The DI model produces direct multistep forecasts without having to specify the dynamics of the factors explicitly. We collect, in total, 83 macroeconomic and financial series and use the static principle component method to extract the factors. The underlying DSGE model is a prototypical monetary New-Keynesian model proposed by Del Negro and Schorfheide (2004) . The estimation of the DSGE model is carried out using the Bayesian framework.
Regarding the informativeness of forecasts, model-based output growth forecasts are generally not informative for forecast horizons exceeding one year. However, inflation forecasts computed from the models are vastly informative at every forecast horizon. In terms of the forecasting performance measured in mean squared forecast errors, the factor model is, in general, superior to any other model in the short run. The DSGE model is able to outperform the unrestricted VAR. However, the VAR turns out to be an unreliable benchmark since it is, in most cases, the worst forecasting model.
To a certain extent our results are consistent with the prevailing view that time series models should be used in short-horizon forecasting and structural models should be used in long-horizon forecasting. Our paper closes the existing gap in the literature which up to now has investigated the predictive ability of data-driven factor models and theoretical DSGE models separately from each other.
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